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In the early 1950s Simon Kuznets questioned whether many types of service income in developed countries were misclassified as final income when they were, in fact, a type of intermediate product.' Several years ago, we began an investigation into the size of the transaction sector in the American economy to ascertain whether transaction costs were inappropriately classified as final product and should, therefore, be excluded from national income. When we found the transaction sector had grown from 25 percent of GNP in 1870 to 45 percent of GNP in 1970 the potential miscounting loomed larger than we expected. Our critics and commentators have suggested the Kuznetsian adjustment as the natural next step.2 Somewhat to our surprise, given the magnitude of the transaction sector estimates, we have since found that almost the entire transaction sector is already treated appropriately in the national accounts. The calculations are of interest in themselves, in terms of the composition of the transaction sector, and as empirical evidence for central hypotheses in the works of Oliver Williamson and Alfred D. Chandler. Table 1 presents the results of our earlier study. We measured the transaction sector by taking all the resources used in the "transaction industries" (wholesale and retail trade; and finance, insurance and real estate, FIRE) and adding wages paid employees in transaction-related occupations in all other industries, the "non-transaction" industries. These occupations encompass managers, supervisors, clerical workers, and employees in purchasing and marketing departments. Similar occupational classifications were used to calculate the size of the transaction sector within government. We found that 45 percent of the increase in the size of the transaction sector between 1870 and 1970 was due to increases in transaction services produced by transaction industries and sold in the market, 37 percent was due to transaction services produced and consumed within firms in non-transaction industries, while the remaining 8 percent was due to growth in government transaction services.
Almost all growth in the transaction sector can be attributed to the private sector, roughly half to growth in transaction industries and half to growth of transaction services within firms in non-transaction industries. The rate of growth in the transaction sector was much more rapid within firms in the non-transaction industries, which grew from 2 to 10 percent of GNP over the century. Within the transaction industries growth was dominated by finance, insurance, and real estate (FIRE), net of housing, which grew from 4 to 12 percent of GNP over those years. The numbers in Table 1 suggest a rather large portion of GNP may be miscounted, if the transaction sector is inappropriately treated as final product in the accounts. Column 1 of Table 2 gives the level of GNP in 1870 and 1970 (in 1958 prices) and the annual growth rate in GNP between those dates. As is shown in column 2, simply subtracting out the total transaction sector from GNP-reducing GNP by the percentages in column 5 of Table 1 -results in substantially lower GNP levels in both years and reduces the annual growth rate over the period from 3.50 percent to 3.18 percent.
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But such a simple adjustment is unwarranted. Kuznets's concern was with intermediate goods mistakenly classified as final goods. Concern about inappropriately treating transaction costs as final goods appears unfounded, but not because transaction costs are small, indeed they account for almost 3 In our earlier estimates the total output (intermediate and final product) of the transaction industries was included in the transaction sector, since the transaction services produced in the non-transaction industries were attributed only to labor employed in those industries (i.e., intermediate inputs purchased from the transaction industries were attributed to the transaction industries in our estimates in Table 1 Table 1 indicates that the portion of the transaction sector devoted to facilitating exchanges between and within firms has grown significantly over the last century, and grown more rapidly than the resources devoted to facilitating exchange between firms and final consumers.
percent of output in trade and FIRE was in intermediate goods
The fact that growth of the transaction sector is due primarily to an expansion of intermediate transaction services belies a common but erroneous perception among economists and economic historians that transaction costs do not produce a corollary benefit. Or, as William Parker put it, they are "waste-sheer, reckless, glorious spendthrift waste."6 Rational, calculating, profit-maximizing firms incur the majority of the costs in interand intra-firm exchange. The finding supports, in a clear quantitative manner, the contentions of Williamson and Chandler that coordinating and monitoring costly inter-firm transactions and controlling the intra-firm processes of production are important tasks in the modern economy.7 Our aggregate results do not show whether these costs are more important in large or small firms, or in firms and industries that grow more rapidly than the rest of the economy, but the method we have developed for measuring transaction costs holds out the possibility of addressing these kinds of issues. 5From the bottom panel of Table I 
